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In 2004, Chevron (CVX), the world's fourth largest publicly traded energy company, was continuing to hone its strategic capabilities and enhance its competitive positioning in a commodity-based, volatile, global marketplace. To that end, Don Paul, Vice President and Chief Technology Officer at Chevron, talked about the need to outsource "commodity" activities and divert resources to activities of higher value:
"The more you keep, the less you get to develop. In order to go to the next generation issues that are going to drive your performance in the future, you have got to decide what things are really being commoditized. You can get rid of them. You don't have to do them anymore. You only have to manage them."
For Chevron, outsourcing was a natural response to an aging workforce. The anticipated retirements of half its workforce over the next decade presented not only a challenge, but also an opportunity. The firm was mobilizing younger workers worldwide, but it was also looking to become leaner and more focused. Cost containment was an important driver in this commodity firm. Moreover, the maturation of some service markets meant that some services that had traditionally been internally provided could now be purchased externally. The migration toward greater use of external services involved important choices about which services to perform internally and which to outsource. Increased outsourcing would also necessitate changes in the firm's core competencies:
"The fundamental role for large companies is architecture and integration. There are lots of choices on the sourcing of the components, but you wouldn't outsource the ability to integrate them because that's, arguably, what you actually do-you integrate finance, technologies, operations and markets. So, I think you have to be careful that what you outsource is welldefined components-things that can be described and bundled-so that you can do the integration. That part we will do. That's where the value is. You have to give up the management of the parts in order to devote your energy to the management of integration." -Don Paul Vice President & Chief Technology Officer
Executives at Chevron relied on a number of characteristics to identify those components best suited to outsourcing: "stable," "routine," "generic," "legacy," or "noncomplex;" "riskless, secure or securable"; "very clear metrics exist for it"; "widely used," not "a niche business"; not "unique" (relative to their competitors) or "proprietary" (even though it might be mission critical); "something we could live with" (as opposed to what we most want); "does not require face-to-face interaction-phone or email will do"; "does not require knowledge of this business"; "multiple companies compete to supply it"; "switching costs are low-you can swap one out and plug another one in." They often boiled these characteristics down to one word: commodity.
Despite these clear statements of what to outsource, CVX management found that choices of what to outsource, how to outsource and to whom to outsource were not obvious. They hoped to leverage early outsourcing experiences to help them select activities for outsourcing and establish effective outsourcing relationships. The goal was to closely manage things that were changing, while outsourcing things that were not changing: The ITC offered its services to the business units as a set of 200 IT "products." CVX business units paid for the services they used. They were not required to purchase ITC's services, but most did, especially domestically. Product managers reporting to Alan Nunns "owned" an IT service or a set of services such as network products, GIL (desktop services), high-bandwidth access, or server management. Each product manager was responsible to customers for defining and pricing secure, reliable, and flexible services. To do this, product managers forecasted and tracked product demand and actual costs (to provide or procure the service) using sophisticated asset management and activity based costing systems, a great deal of interaction with customers, and external benchmarking comparisons. Product managers promoted ITC's products and services in userfriendly brochures (see Exhibit 4).
The product management structure helped ITC define service levels and set prices that were competitive with the external market. Most ITC products were provided inhouse by Brenda Mize's Delivery group, but several major products, including telecommunications and mainframe services, had been outsourced. Consequently, almost a third of the ITC budget was for outsourced services.
IT Outsourcing at Chevron
Chevron had a variety of experiences with IT outsourcing. In one of its earliest deals, Texaco had outsourced desktop support services to an established vendor in a five-year contract in 1992. From early on, the vendor claimed to be losing money on the deal, while on the Texaco side, complaints were high. Several units defected from the agreement. Nevertheless, optimistic that both sides had learned how to make the arrangement work, Texaco signed a new five-year contract with the vendor in 1997. Also in 1997, Chevron outsourced mainframe services and domestic telecommunications to EDS. The global nature of CVX's business, rapid innovation in networking technologies, and inadequate refresh and upgrade requirements in the contract led to a belief that managing this capability was strategic, and eventually spelled the demise of the telecommunications deal. (The windfall acquisition of a strong telecommunications unit in the merger with Texaco significantly reduced the risk of making this change.) Nevertheless, the mainframe services part of the deal was renegotiated (and much more completely specified) in 2002. In addition to outsourcing these IT operational responsibilities, ITC had successfully used offshore developers on two very large projects.
These and other early outsourcing experiences helped CVX clarify when and how to outsource. They described three areas in which they had acquired valuable learning:
1. Identifying a commodity service 2. Defining service metrics
Enabling business change
Identifying a Commodity Service CVX was focused on outsourcing commodity activities to generate cost benefits. Alan Nunns noted that CVX wanted to outsource services that "somebody else can do better and cheaper because of scale or geography-on a sustainable basis." Management anticipated that cost advantages could arise from labor arbitragetypically by moving offshore-or from leveraging knowledge across accounts: CVX came to think of its integrated global telecommunications management capabilities as a unique competency that could not be readily outsourced. ITC found some components of their telecommunications services portfolio that could be outsourced (e.g., operations and maintenance of dispersed network components or engineering and deployment of specialized equipment), but they elected to retain integration responsibility. Instead of outsourcing integration to a Tier 1 supplier, some services were provided in-house, some were outsourced, some were co-sourced and some were provided directly to ITC by firms that might otherwise have been subcontractors or Tier-2 providers to a Tier-1 supplier.
Similarly, when CVX managers were assessing whether to renew and expand the Texaco desktop contract in 2002, they expected that desktop vendors would bring best practices to the table thereby offering significant cost advantages. What they found was that desktop services was a mix of routine activities (e.g., imaging hundreds of machines a year, distributing re-released software) and more creative work related to trouble-shooting, problem solving and experimenting with new technologies. Rather than introduce a broad suite of best practices, vendors tended to tailor processes to their customers' preferences. The customization enabled a vendor to accommodate unique business demands, but it eliminated the potential for cost advantages from economies of scale. As a result, CVX decided to retain a prior relationship that Chevron had with Compucom for desktop break-fix (viewed as a true commodity service), while discontinuing Texaco's full-scale desktop outsourcing arrangements.
Defining Service Metrics
Early on, CVX management recognized that ITC's product management discipline offered significant advantages when negotiating outsourcing contracts. CVX's awareness of its own service levels and costs helped negotiators specify costs and metrics. But CVX thought it risky to outsource services before best practices had emerged: 
Ensuring Innovation
In early outsourcing deals, CVX had looked for ways to ensure innovation on the part of its vendors. Their large contracts, however, established metrics around costs and service levels in a way that proved to be a disincentive to vendor innovations. EDS's managers, for example, were rewarded for selling new business. Thus, they were motivated to provide thought leadership prior to the contract signing, or for service add-ons to existing contracts. But there seemed to be no effective incentives for delivering innovation that would improve service delivery or thought leadership that could impact service delivery after the contract was signed.
Management sensed a fundamental misfit between EDS's incentives and CVX's expectations for innovation. A key IT objective was to enable the company to seize business opportunities created by new technologies. Recognizing that outsourcers could not know CVX's business well enough to take responsibility for identifying the business opportunities of new technologies, CVX adjusted its expectations for vendor innovation. They noted that specialist firms could be expected to find benefit in staying current in the technologies they specialized in: 
Three Sourcing Decisions
The lessons from IT outsourcing were applied not only to ITC decisions but also to functional area decisions about IT-enabled business processes. Three sourcing decisions addressed in the early 2000s applied CVX's outsourcing principles.
1: Accounts Payable Business Process Outsourcing
In 2003, CVX's financial accounting managers decided that business process outsourcing might solve some of their workforce demographic challenges. The firm had already centralized much of its transaction-oriented financial accounting into three regional shared services centers (two in the U.S., one in Asia). If some Accounts Payable transaction processes such as invoice processing were outsourced, their relatively experienced staff could do more analysis and less routine processing. In addition, they expected that they could achieve a stepwise reduction in their labor costs if they could move invoice processing offshore.
CVX managers felt that invoice processing had many characteristics of a commodity process. Several large vendors offered similar, standardized services focused on routine transaction processes, most of which were embedded in software. Most of the processes were specified by generally accepted accounting principles (GAAP) and little, if any, business specific knowledge was required. However, none of the vendors had established processes for SarbanesOxley compliance:
"We would meet with potential offshore outsourcers and we would say, 'What's your compliance program like? How do we work with each other on quarterly or monthly closing of the books? How do you certify to us the controls you're going through?' We didn't get a lot of answers. It was more like, 'Whatever you'd like us to do, we'll find a way to do it.' That was the answer. 'We will do whatever you want' was nice, but not completely comforting." -IT Manager, Finance
Given the lack of Sarbanes-Oxley expertise, CVX managers were quite concerned about the effort it might take on their part to bring about a speedy financial close if this work were outsourced. They were also concerned that outsourcing might reduce their grasp of the data. 
2: Call Center Outsourcing
CVX operated a call center to assist its retail credit card customers. CVX had long regarded a major portion of this call center as a nonstrategic but unavoidable cost. Starting in the dot-com era, the call center began to experience very high turnover, which led to higher costs, degradation in service and some customer dissatisfaction. CVX's call center services had much in common with call centers across a variety of industries. Thus, outsourcing, and in particular, offshore outsourcing, looked like a way to reduce costs while simultaneously increasing service levels.
Prior to making an outsourcing decision, Carol O'Keefe, the Customer Services Manager for Credit Card Enterprises, led a team to specify, in excruciating detail, the scripts and processes that the call center agents were to follow, as well as the processes by which those scripts and processes would be changed in the future. They engaged consultants to advise them about call center best practices as well as the regulatory and audit requirements for credit card call processes. They also worked with ITC's global network architects and information protection experts.
Once the business processes were completely specified and documented, O'Keefe found that the most structured and programmable call routines could be easily distinguished from those that were more complex or more highrisk. CVX designed a system that brought all calls in through a telephone switch and then, based on the customer's account number, the choices the customer made in the IVR phone tree, and certain account information obtained from the company's databases, automatically routed the call. Routine calls could be routed to an outsourcer (using Voice over IP technology), while complex calls could go to a small internal call center that handled higher risk calls. Having identified the part of call center services that qualified as "commodity," CVX contracted with an outsourcer in Manila to handle the routine calls:
"In the Philippines, this is a sought-after position for mid-level professionals. The stability that you get with this workforce, versus the churn, churn, churn, and the cost of that churn in terms of training and inconsistency with the customer, along with the labor arbitrage, has a high value." -Carol O'Keefe, Customer Services Manager for Credit Card Enterprises
The outsourcing reduced turnover, cut costs, extended service hours and enhanced service quality. The outsourcing arrangement allowed CVX to own the routing and agent procedures and the associated training materials, while the outsourcer owned all the personnel management procedures. An elaborate, technology-enabled quality assurance system (purchased separately by CVX) was used to assess service levels and contract compliance.
3: Application Development and Maintenance
In the early 1990s, CVX began replacing dozens of legacy applications with enterprise systems such as SAP and JD Edwards. When those implementations were substantially complete, the firm established a shared Center of Excellence in domestic application support, staffing it with 400 people, many of whom had worked on the SAP implementation project.
This group helped the business units make best use of existing SAP functionality, added functionality by writing additional reports or extracts, and modified SAP parameters where there were problems. Many applications staff remained in the business units, and they attended to the development of other divisionspecific support needs. Mainly to leverage scarce resources, but also to reduce the cost of application support services, CVX looked into moving offshore some of its SAP, JD Edwards and GIL (ITC's desktop-image) support activities. This move was in line with ITC's strategic staffing model (See Exhibit 6).
Although CVX had a rigorous project methodology, ITC leaders estimated that CVX was CMM level 2. Potential outsourcers were level 5. CVX wanted to leverage the offshore vendors' project management and programming expertise. The impact of moving from CMM level 2 practices to CMM level 5 practices would be massive organizational change. Rob Plath noted, "The work will be more disciplined, there will be more documenting, it will feel more bureaucratic." But the benefits CVX would derive from increased discipline were significant: 
" -Tom Guyette Project Manager, ERP Center of Excellence
The labor arbitrage was so significant, and the outsourcers' programming and project management capabilities were so pronounced that CVX decided to engage in offshore outsourcing contracts with two Indian outsourcing firms. CVX intended that offshore projects would be staffed by a mix of CVX and vendor personnel, with the mix and the level of teamwork varying throughout the project life cycle. (See Exhibit 7 for the proposed division of labor on a project.) Over time, CVX planned to outsource half of the work of the center of excellence, with 70% of the outsourced work completed offshore. The remaining 30% of the outsourced work would take place on-site, to facilitate coordination between CVX and vendor efforts. As a result of the outsourcing, CVX expected to obtain higher quality SAP and software engineering services at a fraction of their current cost, as well as some local process improvement.
Leveraging Outsourcing Learning
By 2004, Chevron had in place a number of governance mechanisms to support outsourcing initiatives. For example, its company-wide project management and change management process called CPDEP-Chevron Project Development and Execution Process-provided a systematic five-step framework for making and executing sourcing decisions. This methodology had a long history in CVX, having been used to manage projects ranging from drilling wells to relocating offices. Key individuals sat on Decision Review Boards responsible for assessing the projects at each step. Much of the learning from prior outsourcing decisions resulted from the overlapping memberships of Decision Review Boards. Senior level managers brought to bear their experience on prior decisions and their understanding of related business and IT projects in the implementation of each new project.
To further formalize the relationship management process at CVX, Dennis Bourque took on the role of Head of Sourcing. Chevron had hundreds of third-party providers, but about a dozen of them accounted for 85% of the ITC's outsourcing contracts. Bourque watched over all those relationships. He also participated in monthly meetings of Alliance Improvement Teams (AITs) for each vendor. The AITs, consisting of equal numbers of high-level CVX and vendor executives, had primarily strategic responsibilities, including developing an annual business plan, resolving disputes, conveying critical business information, reviewing performance metrics and savings, and considering new initiatives. AITs also considered problems escalated by Local Alliance Improvement Teams. LAITs were responsible for local oversight of contract provisions for a particular segment of a vendor contract (e.g., of an application, a particular service or for a business unit) and they met weekly or bi-weekly. Each LAIT was chaired by a contract management specialist and included the vendor's account and delivery managers, as well as representatives from CVX's enterprise and business IT groups.
Governance efforts were focused on not only improving individual outsourcing experiences but also ensuring that CVX's individual outsourcing deals manifested a high-level coherence: 
